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BEFORE THE STATE BOARD OF EQUALIZATION
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of ;N

c. 84R-1356-VN
DYNATECE FLU D TECENOLOGY }
CORPORATION, PFORMERLY P M
AMERI CA, I NC, )

Pot Appel | ant : Suren G.patia
Pr esi dent

pt Respondent:  Alisen M O ark
Counse

OPI NI ON

Th-is aiyeal I's made pursuant to section 26075,
subdi vi si on (a),=/ of the Revenue and Taxation Code
fromthe action of the Franchise Tax Board in denying the

claimof Dynatech Fluid Technol og¥ Corporation, fornerly
P M Arerica, Inc., for refund of "Tranchise tax in the

anount of $21,077.58, including penalty, for the incone
year ended July 31, 1980.

I/ Unless ornerw se specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for the income year in issue.
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Appel [ ant Dynatech Fluid Technol ogy Corporation
was the successor corporation of P ¥ Anmerica, Inc. (PMa),
having acquired PMA's_assAfS. nd business sonetinme after
the income year in question. The issue presented
for our decision is whether appellant is er?tltled to a
bad- debt deduction for advances that PMAmade im 1979 to

a new conpany.

_ In 1979, pMA was engaged in the business of
mar keting medi cal equipnment and instrunents fromits
busi ness officei N Sacramento. pMa al so had an. agr eenent
with Hew ett-Packard to sell that conpany' s equi pient
under a "quantity discounts. arrangement. (ass. Br. a
2.) At a neeting on July 26,1979,.the boara'%f bi v &k
tars of PMA was advised that certain individuals were
formng a newcorporation to develop software with medi-
cal applications that was to be conpatible with Hew ett-
Packard hardware. Believing that production of the
sof tware would help increase PMA's sales ofHew ett-
Packard equipment and thus inprove its earnings under its
contract with Hew ett-Packard, the board authorized pMa’s
president to work with the new conpany and provide it
with [ oans of conpany funds to help create the software.
PMA al so had an option to purchase stock in the conpany
that was to be forned, but the board indicated in the
mnutes of the neeting that it did not want an ownership
interest in the corperation at the tine.

. On November 15, 1979, the ngw conpany vvaﬁ
i ncorporated as Northwest Software, Inc.. (NSI). The
principal business activity of NSI was te be the devel op-
ment_and marketing of "blood gas software."” App. Br. a
2.) The president of pMa becane the concurren c?resl denE
of NSI and the two corporations shared the sanme business
address as well. The new corporation was to be managed
by three individuals conprised of a software Olorograrrrrer,
a conputer salesman from Hew ett-Packard, and a sales
manager. ~ Each nenber of this managenent teamwas to
inveSt in the corporation by purchasing usI stock. The

conpany, however, never issued any stock.

Het ween January and July of 1980, PMA advanced
$147,352 to NSI to help the new corporation start its

¢/ Aopel lant was acquired by, and nerged .into ¢ -
Biomedical, I nNnc., or? Apri | X 1985, a tegr t he appoe% &

year .
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operations. These advances were used by NsI to pay wages
and payroll expenses, purchase inventory, provide ex-
penses for salesmen, and fund the devel opnent of soft-
ware. On their separate books-and records, PMA treated

t he advances as | oans under its accounts receivable

| edger while wsT recorded the advances az liabilities
under accounts payable. The parties did not execute any
promssory notes. PMA al so nade the advances to NsI

wi t hout obtaining any security.

~Inlate July 1980, pma |earned that NSI had
severe financial and operational problens. fhe company
had yet to nake a profit, having experienced |osses since
Its Inception. NSI had not devel oped any software pro-
ducts and did not expect to conplete production of any
software in the foreseeable future. \Wiile it had
obtained a license to distribute the software created by
an i ndependent progranmer, NSL had not received any
finished software Tromhim  Mreover, NSl .salesmen found
that there was verysmall demand far its nedical software
and the few software packages that they had sold were
defective. Due to the nmany problens faced by wNsI, its
three managers refused to i'nvest in the conpany. conse~
quently, to limt its own |osses, PMA assuned control of
the admnistrative functions of NSI, -such as accounting,
purchasing, and sales. By the end of 1981, NsI cease+-
goéng business, PMA did not receive repaynent of its_
advances.

On January ts, 1981, poma filed its franchise
taxreturn for the income year in question, but failed to
pay the $1'4,857 in tax due, Shortly thereafter, upon
advice of its auditors, PMA decided to treat the advances
to NSI as uncollectible debts in the appeal year. ¢ta
June 2, 1981, PMA filed an anended return, claining a
deduction of $1s0,695 for an addition to its bad-debt
reserve which reduced its outstanding tax liability far
the appeal year to $200.  Upon review, the Franchise Tar
Board disallowed the clained deduction. Subsequentt ,
PMA paid $21,077.58 in tax, interest, and penalty, %t
filed a claimfor refund. Respondent's denial of the
refund claimled to this appeal

In support of its disallowance of the bad-debt

deduction, the Franchise Tax scard contends that the
advances nade to NSI were contributions to capital rather

than |oans. As such, respondent argugs, the |oss rﬁfult-
ing fromthe failure to recover the advances cannot be

characterized as a bad-debt 10Ss. |n the alternative,
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respondent urges that, even if the advances ars found to
have been |oans, then appellant has not only failed to
establish that the debt becane worthless during the

i ncome year under appeals but also has nade an i nproper
retroactive addition to its bad-debt reserve. Appellant
contends that the advances constituted |oans which PMA
ex fcted NSI to repay fromthe proceeds of the sale of
sof t war e.

_ Section 24348 allows as a deduction any debt
whi ch becomes wort hl ess within the income year, or, in
lieu of a deduction of a specific debt, a deduction for a
reasonable addition to a reserve for bad debts.  Section
24348 is substantially simlar to section 166 of the
Internal Revenue Code.” Federal precedent is, therefore,
persuasive in the proper interpretation and application
of the California statute. (Meanley v. McColgan, 49
cal.App.2d 203, 209 [121Pp.2d74 1942)7

. In order for a debt to be deductible under
section 24348, it mustbe a bona fide debt; that is, one
that “arises from adebtor-creditor relationship based
upon a valid and enforceable obligation topay a fixed or
det erm nabl e sum of noney,. -(Treas. Reg. § 1.166=1(c).)
Adeduction nmay not be taken for an advance which was
made with nointention of enforcing paynent (Haves v.
Commi ssioner, 17 B.T.A 86 (1929)) or where there was no.
F§ﬁ§6ﬁﬁﬁrﬁ'€xpectathn of repayment when it was made
{arrigeni/.. Conmi ssioner, 73 T.C. 792, 799 (1980)). In
aEEIEEdn, t he™debt nust have becone worthlessin the
taxable vear forwhich the deduction is claimed,.

(Redman v. Conmm ssioner, 155 F.2d 319 (1st Cir. 1946);
Messer CO0. v, conmssioner, 57 T.C. 848, 861 (1972).)

A contributiom to0 capita& s not consjdered a
debt for purposes of the bad-debt deduction. (Treas.
Reg. § 1.166=1(c).) Whether advances to a corporation
represent capital contributions orloans is a. question of
fact to be determned fromall of the facts and circum=
stances with the taxpayer bearing the burden of &roof.
(Matthi essen v. Conm ssioner, 194 F.2d 659 (2nd Gr.
1952); Dunmire V.” Commissioner, ¥ 81,372 T.C.M. (P-H)
(1981).7 wnea distTnguishing debt fromequity, the
courts have relied on the presence of a nunber of
criteria, including: (1) The formal indicia of debt,
such asthe presence of prom ssory notes or other .
docunents show ng indebtedness, the existence of a fixed
maturity date, and the bookkeeping treatnent of the
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transactions: (2) the efforts to enforce payment of
principal and interest; (3) participation in managenent
as a result of the advances; (4) the intent of the
parties: (3) adequac¥ of capitalization in relation to
debt; (6) identity of interest between creditor and _
stockhol der:" (7) the ability of the corporation to obtain
| oans fromoutside |ending institutions; and (8} the risk
of nonrepayment. See Estate of Mixon v. United States,
464 r.2d@ 394, 402 (5thTir, 1972); FioHay REalty CO. v.
United States, 398 F.2d 694, 696 135?73?7‘196¥r_r?dw—
ever, no single criterion nor any series of eriteria can
rovide a conclusive answer to whéether advances. are

oans. (See John Kelly Co. v. Commissioner, 326 U S

521, 530 [90 L Ed. 278] (1946).) Tnese various factors
are merely aids in answering the significant inquiry,
whet her the funds were advanced with reasonable expecta-
tions of repaynent regardless of the success- of the

busi ness orwere invested as risk capital subject to the
fortunes of the corporate venture. (Glbert v.
Conmi ssi oner, 9§ 56,137 T.C.M. (P-8) (T956), 248 F.2d 399
(2nd O T. 1957), on remand, ¢ 58, 008 T.C.M.f?g(1958),
affd., 262 r.2d4 512 (24 cir.), cert. den., 359 U S 1002
(3 L.E4.2d 1030] €1959); Fin Bay Realty Co. v. United
States, supra,, 3398 F.2d at 6”& ).)

Applying the above principles to the appeal
before us, we are convinced that the advances nade by PMa
were contributions to capital. First, the advances
| acked any of the formal indicia of indebtedness. Wile
both PMA and NSI may have treated the transactions as
| oans on their respective account |edgers, the parties
did not execute any notes or instruments show ng interest
rates, maturity dates, or rﬁgaynent schedul es, Pbreoven
there is noevidence that PMA éven attenpted col [ection
of the advances. fromwNsI. |n response, apReIIant has
only stated that no one was willing to sigh a promssory
note and that interest did not accrue due to the inprob-
ability of collection, Here, the absence of any formal
I ndicia suggests that there was no debt.

Second, appellant contends that the alleged
| oans from PMA were "secured" and would be repaid since
NSI had plans to devel op blood gas software anhd had
acquired a license to distribute other software. The
fact of the matter is that PMA made advances to help
start anewenterprise and the advances were made w thout
any security agreement. It is unlikely that an objec-
tive, independent creditor would have made simlar
unsecured [oans. Moreover, since its president held the
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sanme executive position in NSI, PMA should have been
aware that the conpany was not otherw se capitalized and
was using t he advances to neet the daily requirements of
the business. Under such circunmstances, it is not
reasonabl e for PMA to have expected repaynent of the
advances in the absence of 'NSI's success.

Third, appellant argues- that PMA intended to

create & debtor-creditor relationship with NSI. pe 1-
lant explains that PMA, at that tine, had already started
merger di scussions with Dynatech Fluid Technol ogy Corpor-
ation and wanted to diligently avoid purchasing an equity
interest in the new conpany in order to facilitate com

pl etion ofthose negotiations. The problemwth this
argument is that PMA had at the outset a direct role and
“nonetary interest in the formation of the corporation.
PMA's president served NSI in the sanme capacity and its
advances were the onl y source of funds for t he” new .
company whose products PMA hoped would increase its own
sales revenue. Where, as here, advances are necessary to
commence a new enterprise, astronginference arises fhat
the funds were capital investments not |oans. (American-
LaPrance-Poamite Corporation v. Conm ssioner, 284 F.2d

23 (2d Ciz. 1960), cert. den.,.~r~0. S 831 [6 L.EA.24
192] (1961).) Finally, the fact that PMA took control of
t he managenment of NSI to avoid additional |osses when it
was apparent that the corporation was a failure further
indicates to us that PMA had an ownership or equi t3,
interest in the company by virtue of the advances.

Based on the foregoing, we must'conclude that
appel I ant has failed to carry its burden of proving t hat
the advances were loans. Accordingly, we nust sustain
respondent's action in disallowng the claimed bad-debt
deduction for the inconme year in question.

3/ Since we 11 nd that the advances were capital contri-
Butions and not bona fide debts, it is not necessary to
di scuss the worthl essness issue or whether appellant made
a retroactive addition to its bad-debt reserve.
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ORDER.

Pursuant to the views expressed in thed opi ni on
of the board on file in this proceeding, and 9000. Causeé
appearing therefor,

| T |'S HEREBY ORDERED, ADJUDGED anp DECREED,
pursuant to section 26077 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the claim of Dgnat ech Fluid Technol ogy
Corporation, formerly P M Anerica, Inec., fur refund of
franchise tax in the amount of $21,077.58, including

Penalty, forthe income year ended July 31, 1980, be and
he same i s hereby sustained.

Done at Sacramento, California, this 7th day
of April , LQ87, by the Stake seard of Equalization,

with Board Members M. Collis, M. Dronenburg, M. carpenter
and wms. Baker present.

Conway H. Collis , Chai rman
Ernest gJ. Dronenburg, Jr. , Menber
Paul Carpenter , Member
Anne Baker* , Member
Member

*For Gray. Davis, per Governnent Code section 7.9
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